
Doc»<L1Eu UY

m \

¥_ 1
¥};»

0 000 09 23 01
BEFORETHE ARIZONA COR guv1MIssIon

v: .
We.. . .¢s.....

COMMISSIONERS2

3
ml Jas: -q FJ |: Cb '

4 up. . . .
(~;'w*- rp

.4 1

UIJQ.\;i C81 i <L.=L

r'~ `»%.¢?1r.4 "rt!.*=»@l
L ¢ l , H " 1 ; ! - J _ r l J :

I i

5

KRISTINK. MAYES, Chairman
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

6
DOCKET no. E-0 l345A~08-0172

7

8

9 STAFF'S NOTICE OF FILING DIRECT
TESTIMONY ON COST OF SERVICE AND
RATE DESIGN10

IN THE MATTER OF THE APPLICATION OF
ARIZONA PUBLIC SERVICE FOR A
HEARING TO DETERMINE THE FAIR
VALUE OF THE UTILITY PROPERTY OF
THE COMPANY FOR RULEMAKING
PURPOSES, TO FIX A JUST AND
REASONABLE RATE OF RETURN
TI-IEREON, TO APPROVE RATE
SCHEDULES DESIGNED TO DEVELOP
SUCH RETURN.

12
I

13

14

Staff of the Arizona Corporation Commission ("StafF') hereby files the Direct Testimony on

Cost of Service and Rate Design of Staff Witnesses Ralph C. Smith and Frank W. Radigan in the

above-referenced matter.
15

16
RESPECTFULLY SUBMITTED this 9th day of January, 2009.

17

18
A r i z o n a  C o r p o r a t i o n  C o m m i s s i o n

19 DOCKETED
20 JAN ?999

21

22

23

'(( I/ -
Janet Wagner, ASsistant Chief Cou
Maureen A. S tr, StaffSenior Couns
Charles Hairs, Attorney
Amanda Ho, Attorney
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602)542-3402

24

25

Original and thirteen (13) copies
of the foregoing tiled this 9'h
day of January, 2009 with:

26

27

Docket Control
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

28



Docket No. E-01345A-08-0172

1 Copies of the foregoing mailed this
9th day of January, 2009 to:

2

3

4

5

Thomas L. Mum aw
Meghan H. Grabel
PINNACLE WEST CAPITAL CORPORATION
LAW DEPARTMENT
P.O. Box 53999
Phoenix, Arizona 85072-3999

6

7

8

William J. Maledon
OSBORN MALEDON P.A.
2929 North Central Avenue
Phoenix, Arizona 85067-6379

9

10

Robert Metli
SNELL & WILMER L.L.P.
400 East Van Buren Street
Phoenix, Arizona 85004-2202

11

12

13

14

Barbara Klemstine
Zachary Fryer
Susan Casady
ARIZONA PUBLIC SERVICE COMPANY
P.O. Box 53999
Mail Station 9708
Phoenix, Arizona 85072-3999

15

16

17

Michael L. Kurtz
Kurt J. Boehm
BOEHM, KURTZ & LOWRY
36 East Seventh Street, Suite 1510
Cincinnati, Ohio 45202

18

19

20

C. Webb Crockett
Patrick J. Black
FENNEMORE CRAIG P.C.
3003 North Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913

21

22

Lawrence V. Robertson, Jr.
Attorney at Law
P.O. Box 1448
Tubae, Arizona 85646

23

24

25

26

Michael A. Curtis
William P. Sullivan
CURTIS, GOODWIN, SULLIVAN,

UDALL & SCHWAB, P.L.C.
501 East Thomas Road
Phoenix, Arizona 85012-3205

27

28

2



Docket No. E-01345A-08-0172

1

2

3

Timothy M. Hogan
ARIZONA CENTER FOR LAW IN
THE PUBLIC INTEREST

202 East McDowell Road, Suite 153
Phoenix, Arizona 85004

4 Daniel W. Pozefsky
RUCO
1110 West Washington Street, Suite 220
Phoenix, Arizona 85007

5

6

7

8

Michael M. Grant
GALLAGHER & KENNEDY
2575 East Camelback Road
Phoenix, Arizona 85016-9225

9

10

Gary Yaquinto
ARIZONA INVESTMENT COUNCIL
2100 North Central Avenue, Suite 210
Phoenix, Arizona 85004

12

13

Jay I. Moyes
Karen E. Nolly
MOYES SELLERS & SIMS
1850 North Central Avenue, Suite 1100
Phoenix, Arizona 85004-0001

14

15

16

David Berry
WESTERN RESOURCE ADVOCATES
P.O. Box 1064
Scottsdale, Arizona 85252

17 Jeff Schlegel
SWEEP Arizona Representative
1167 West Samalayuca Drive
Tucson, Arizona 85704

18

19

20

21

Jeffrey J. Woner
K.R. SALINE & ASSOC., PLC
160 North Pasadena, Suite 101
Mesa, Arizona 85201

22

23

Scott Canty, General Counsel
THE HOPI TRIBE
P.O. Box 123
Kykotsmovi, Arizona 86039

24
Karen S. White

25 Air Force Utility Litigation &
Negotiation Team

26 AFLO/JACL-UTL
139 Bases Drive

27 Tyndall AFB, Florida 32403

28

3



Docket No. E-01345A_08-0172

John Moore, Jr.
7321 North 16'*' Street
Phoenix, Arizona 85020

1

2

3

4

5

Cynthia Zwick
1940 East Luke Avenue
Phoenix, Arizona 85016

%1>i

7

8

9

1 0

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

21

2 2

2 3

2 4

2 5

2 6

2 7

2 8

4



DIRECT

TESTIMONY

ON COST OF SERVICE
AND RATE DESIGN

OF

RALPH c. SMITH

FRANK W. RADIGAN

DOCKET no. E-01345A-08-0172

IN THE MATTER OF THE APPLICATION OF
ARIZONA PUBLIC SERVICE COMPANY FOR A

HEARING TO DETERMINE THE FAIR VALUE OF THE
UTILITY PROPERTY OF THE COMPANY FOR

RATEMAKING PURPOSES, TO FIX A JUST AND
REASONABLE RATE OF RETURN THEREON,
TO APPROVE RATE SCHEDULES DESIGNED

TO DEVELOP SUCH RETURN

JANUARY 9, 2009



BEFORE THE ARIZONA CORPORATION COMMISSION

KRISTIN K. MAYES
Chairman

GARY PIERCE
Commissioner

PAUL NEWMAN
Commissioner

SANDRA D. KENNEDY
Commissioner

BOB STUMP
Commissioner

IN THE MATTER OF THE APPLICATION OF )
ARIZONA PUBLIC SERVICE COMPANY FOR )
A HEARING TO DETERMINE THE FAIR )
VALUE OF THE UTILITY PROPERTY OF THE )
COMPANY FOR RATEMAKING PURPOSES, )
TO FIX A JUST AND RESONABLE RATE OF )
RETURN THEREON, AND TO APPROVE )
RATE SCHEDULES DESIGNED TO DEVELOP )
SUCH RETURN )

)

DOCKET NO. E-01345A~08-0172

DIRECT

SUPPLEMENTAL TESTIMONY

OF

RALPH c. SMITH

ON BEHALF OF THE

UTILITIES DIVISION STAFF

ARIZONA CORPORATION COMMISSION

JANUARY 9, 2009



TABLE OF CONTENTS

INTRODUCTION l

Page

1

11. ADJUSTMENTS TO NET OPERATING INCOME..

C-20 DSM Estimated Future Lost Revenue Pro Fonda..

1.

.2

.2



Direct Supplemental Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172
Page 1

1 I. INTRODUCTION

2 Q- Please state your name, position and business address.

3

4

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC,

15728 Farmington Road, Livonia, Michigan 48154.

Q, Are you the same Ralph Smith who previously filed direct testimony in this

proceeding?

Yes.

5

6

7

8

9

10

11

Q- What did your direct testimony state concerning Demand Side Management

("DSM")?

12

13

My direct testimony at page 11 stated that:

14

15

16

17

18

"T he imp a c t s  of  S t a f f s  r ecommenda t ions  on  t he r ecover y
mechanism for Demand Side Management ("DSM") related costs
are not yet known and will be addressed by a Staff witness who
will present  test imony concerning this item in the ra te design
filing."

Q, How is Staff addressing issues related to DSM at this time?

19

20

21

22

A.

A.

A.

A. I address an Arizona Public Service Company ("APS") proposed adjustment no. 13.

witness Frank Radigan also addresses this issue in his rate design testimony.

Staff
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1 11.

2

3

ADJUSTMENTS TO NET OPERATING INCOME

C-20 DSM Estimated Future Lost Revenue Pro Forma

Q. What has APS proposed as an adjustment to net operating income for DSM and

estimated future net lost revenue?4

5

6

7

8

9

As shown on APS witness Ewen's  Attachment  PME-13 and descr ibed in his  direct

testimony at page 33, APS proposes to reduce test year operating revenue by $l6.789

million for 220,696 MWh of lost sales, and to reduce related operating expenses by $1 .052

million, for a net reduction to pre-tax operating income of $15,738 million. As explained

by Mr. Ewen at page 33 of his testimony:

10

11
12
13
14
15
16
17
18
19
20
21

"The Company will experience a loss in revenue due to a reduction
in customer usage as these [DSM] programs are implemented and
become successful. T he expected usage r educt ion from the
implementa t ion of  programs  in 2010 wil l  be approxima tely
220,696 Mwh. The result ing revenue loss  is  ca lcula ted by
multiplying the Test Year revenue in cents/kWh, less the Test Year
fuel cost in cents/kWh, by these expected MWh reductions. The
pre-tax operating revenue adjustment of $15.7 million resulting
from these sales adjustments is set forth in the Uncollected Fixed
Cost pro Ronna and is included as Attaclnnent PME-13 and is in
SFR Schedule C-2, on page 5, column 13."

22

23 Q- Was a similar adjustment proposed by APS and rejected by the Commission in APS'

last rate case?24

25

26

27

28

29

Yes. In Docket No. E-01345A-05-0816 et al, APS had proposed a pro forma adjustment

for estimated 2006 lost revenues from DSM programs in conjunction with a test year end

September 30, 2005, Le., approximately 1.25 years beyond the test year. In the current

case, APS has proposed a pro Ronna adjustment for estimated 2010 lost revenue from

DSM programs in conjunction with a 2007 test year, i.e., three years beyond the test year.

As stated on page 30 of Decision No. 69663 :30

31
32

A.

A.

APS proposed a Demand Side Management ("DSM") adjustment
to reduce TY revenues by $4,907,000 to reflect Commission
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1
2
3

approved DSM programs. Both Staff and RUCO objected to the
pro-fonna $4,907,000 revenue adjustment, which reflects a "net
lost revenue" or "conservation" adjustment.

4

5

6
7
8
9

10
11
12
13
14
15

As stated on page 31 of Decision No. 69663 :

We agree with Staff and RUCO that APS' pro~for1na conservation,
or net lost revenue, adjustment to increase (sic) revenues should
not be adopted. As testified to by Staff, a mechanism exists for
APS to recover a portion of the actual energy efficiency savings
from its successful DSM programs. We also agree that neither the
adjustment nor its amount is sufficiently known and measurable to
reasonably change the cost of service. Further, under the terms of
the Settlement Agreement as approved by the Commission, APS is
not allowed to recover net lost revenues in this case on a going
forward basis.

16

17 Q- What is the approximate impact on the revenue requirement?

18 The approximate impact from APS' proposed adjustment no. 13 to the revenue

requirement is $15.7 million.

Q, Did Staff make this adjustment in its direct testimony?

19

20

21

22

23

24

No. Staff did not make the adjustment because Staff is willing to give APS the

opportunity to provide a rational for why Staff should support this recommendation.

25 Q- How does Staff intend to update this adjustment?

26

27

28

29

Unless APS provides a compelling argument for this adjustment, including a strong

argument why a conclusion different than Decision No. 69663 is required, Staff will

reverse APS proposed adjust no. 13 when Staff updates its revenue requirement model at

the time of Staffs surrebuttal filing.

30

31

32

Q- Does this conclude your supplemental testimony?

A.

A.

A.

A. Yes, it does.
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EXECUTIVE SUMMARY
ARIZONA PUBLIC SERVICE COMPANY

DOCKET NO. E-01345A-08-0172

Based on the improvements in rates of return between the Cost of Service study presented in
APS last rate case and this rate case, the numerous changes in rate offerings as well as the
numerous rate design changes proposed by the Company in this case, Staff recommends that
the APS Cost of Service study not be used as the primary basis for revenue allocation.
Instead, the revenue increase should be allocated among rate classes on an equal percentage
basis.

With respect to specific schedules, the Company is proposing to freeze the "Series 1" Time-
Of-Use ("TOU") rates, i. e., Schedules ET-1 and ECT-lR. Staff supports this for residential
customers. This will encourage APS customers to choose either the Company's current
"Series 2" TOU rates (ET-2 and ECT-2) or the Company's new proposed ET-SP (Residential
Service Time Advantage Super Peak Rate). The "Series 2" TOU rates have a shorter on-
peak period than the "Series l" TOU Rates, the purpose of which is to incept customers to
move more load to the off-peak period. The "Series 2" rates been shown to be more effective
than the "Series 1" rates in encouraging customers to shift load to off-peak periods, and this
shift should be encouraged.

APS is also proposing to modify E-12 (Residential Service .-- Standard Rate) to include the
addition of a fourth and higher priced block rate for customer consumption greater than 3,000
kph monthly. The intent is to encourage large E-12 customers to both conserve energy and
switch to TOU. Staff supports this change because the fourth block is targeted at the largest
users (those who could do the most with respect to energy conservation).

APS proposes to increase all Residential Basic Service Charges in order to collect a larger
portion of fixed costs through non-energy rates. Some of these increases are large, and could
result in rate shock. Therefore, Staff recommends that no Basic Service Charge be increased
by more than twice the overall average increase.

The Company is proposing to retain the current discounts for the low-income rate schedules
(E-3 and E-4). In these tough economic times, any increase in rates is difficult, but this is
especially the for those customers that take service under the support schedules. Staff
recommend's that customers on rate schedules E-3 and E-4 maintain their current rates, such
that the low-income customers who qualify for electric service under those rates are held
handless from the rate increase. Any revenue shortfall resulting from this recommendation
should be recovered from all other rate schedules, in a manner similar to how the overall
revenue increase is spread. This result would have a very limited impact on other customers.
In addition, Staff recommends that the PSA continue to not apply to low-income customers.

The Company proposes to disaggregate Schedule E-32 (General Service) and E-32 TOU
(General Service TOU) into four new rate schedules and to cancel partial requirement rate
schedules E-32R (General Service - Partial Requirements Service), E-51 (Classified Service
- Partial Requirements Service to Qualified Co-generators greater than 100 kW), and E-55
(Classified Service -- Partial Requirements Service to 3,000 kW or greater). The General
Service rate schedules are being disaggregated into four new service schedules so as to better
price the cost to serve. The partial requirement rate schedules are currently frozen and the



services provided under these rate schedules are now covered by Schedules E-56 (Classified
Service .... Partial Requirements Service) and SC-S (Classified Service .- Partial Requirements
Solar). These proposals are cost based, reasonable consistent with Decision No. 69663 (June
28, 2007), and the Commission should adopt them.

The Company proposes to freeze Rate Schedule Solar-2 .... the rate class where the Company
owns and installs a solar power system when it is uneconomic for the customer to install a
system on their own. The Company is proposing to freeze the rate because it has outlived its
usefulness. Staff supports this change because there are now many more options for
customers to purchase solar power systems as opposed to buying them from the Company.

The Company proposes to offer customers two new options for purchasing various
percentages (10% and 35%) of their total energy needs through solar power. This
supplements the current options provided by Schedule Solar-3 of 100% and 50%. The
Company also proposes to provide customers with increased flexibility by allowing them to
combine the purchase of power under Schedule Solar-3 with Green Power Block ("GPS-l")
and Green Power Percentage ("GPS-2"). The added flexibility of lowering the purchase
requirement levels and by combining the solar program with other green power programs is
commendable and should be supports.

The Company proposes to add a new Super Peak TOU rate schedule. The Super Peak TOU
option has a seven hour on-peak period but adds a super peak price for weekday afternoons
from 3 p.m. to 6 p.m. during June, July and August. This option is yet another means to
reduce load during the critical peak period. The Company's existing TOU rate options have
been effective in encouraging customers to move load to off-peak periods. The Super Peak
TOU option, however, incepts the customer to a few select hours during the Colnpany's peak
months. This Super Peak TOU could prove to be an even more effective tool than the
existing TOU rate schedules.

The Company also proposes to add a new Critical Peak Pricing ("CPP") program. This is
another positive step to control peak load. It is targeted to customers that can most likely
shed load, it provides an adequate discount to encourage participation, and, it is limited in
scope so that it can be controlled, evaluated, and improved before it is offered to all
customers. Staff believes that there are two improvements, however, that should be made to
the program. First, to successfully test how customers react to the need for a demand
response, one must have actual data. Staff would therefore change the tariff language to state
that the Company will invoke a minimum of 6 CPP Events and a maximum of 18 CPP
Events per calendar year. Second, the Company's proposal to limit participation to 100 is
too low given that it is proposing to offer the program to seven different service classes.
Staff recommends that the number of participants be increased to 200.

The Company proposes to modify the Environmental Improvement Surcharge ("ElS") to
reduce regulatory lag. This proposal should be rejected. The Company has presented the
same arguments that it made in the last case, and the Commission has already ruled on the
issue.

The Company proposes to modify the Transmission Cost Adjustor ("TCA") to operate as an
automatic rate adjustor whenever FERC modifies the open access transmission rate. This
proposal should also be rej ected as unnecessary and unwarranted.



The Company seeks to modify Service Schedules 1, 4, 5, 8, 10 and 15 in a number of
respects. These changes provide clarifications to existing provisions of the schedules.
Therefore, Staff would recommend their adoption by the Commission.

In Staff witness Smith's accompanying supplemental testimony, he discusses an APS
operating income adjustment related to Demand Side Management and estimated future net
revenue losses that APS attributes to DSM. My testimony relates to the policy aspects of the
DSM recovery mechanisms and describes how APS is compensated for performing DSM
through a performance incentive mechanism that is designed to reward APS only when its
DSM programs are successful and result in energy or demand savings.
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1 INTRODUCTION

2 Q~ Please state your name, position and business address.

3

4

Frank W. Radigan. I am a principal in the Hudson River Energy Company, a consulting

firm providing services to the utility industry and specializing in the fields of rates,

planning, and utility economics. My office address is 237 Schoolhouse Road, Albany,

New York 12203.

5

6

7

8 Q- Have you previously provided testimony in this proceeding?

9

10

11

Yes, Staff provided testimony on the issue of the Demand Side Management Adjustor

Mechanism and the Impact Fee which was filed on December 19, 2008. That testimony

summarized my qualifications and experience as well.

12

13 Q- On whose behalf are you appearing?

14 I  a m a p p ea r ing on b eha l f  of  t he Ar izona  C or p or a t ion C ommis s ion ( "AC C " or

"Commission") Utilities Division Staff ("Staff").15

16

17 Q. Have you previously testified before the Commission?

18

19

20

21

22

Yes. I have testified before the Commission previously on three occasions. I testified

before the Commission in the most recent UNS Electr ic,  Inc.  rate case (Docket No.

E-04204A-06-0783), the most recent Tucson Electric Power Company rate case (Docket

No. E-01933A-07-0402), and the most recent Southwest Gas Company rate case (Docket

No. G-01551A-07-0504).

23

24

25

26

Q, What is the purpose of the testimony you are presenting?

A.

A.

A.

A.

A. The purpose of my testimony is to address Staffs review of the Cost of Service study, the

allocation of the revenue increase amongst service classes, the proposed rate design, and
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1

2

proposed changes to various service schedules, including the proposed changes to the

Environmental Improvement Surcharge and the Transmission Cost Adjustor.

3

4 Q- Could you please summarize your testimony?

5

6

7

8

9

10

Yes, based on the improvements in rates of return between the Cost of Service study

presented in APS last rate case and this rate case, the numerous changes in rate offerings

as well as the numerous rate design changes proposed by the Company in this case, Staff

recommends that the APS Cost of Service study not be used as the primary basis for

revenue allocation. Instead, the revenue increase should be allocated among rate classes

on an equal percentage basis.

11

12

13

14

15

16

17

18

19

20

With respect to specific schedules, the Company is proposing to freeze the "Series I"

Time-Of-Use ("TOU") rates, i.e., Schedules ET-1 and ECT-1R. Staff supports this

proposal because it will encourage APS customers to choose either the Company's current

"Series 2" TOU rates (ET-2 and ECT-2) or the Company's new proposed ET-SP

(Residential Service Time Advantage Super Peak Rate). The "Series 2" TOU rates have a

shorter on-ped< period than the "Series 1" TOU Rates, the purpose of which is to incept

customers to move more load to the off-peak period. The "Series 2" rates been shown to

be more effective than the "Series 1" rates in encouraging customers to shift load to off-

peak periods, and this shift should be encouraged.

21

22

23

24

25

26

A.

APS is also proposing to modify E-12 (Residential Service - Standard Rate) to include the

addition of a fourth and higher priced block rate for customer consumption greater than

3,000 kph monthly. The intent is to encourage large E-12 customers to both conserve

energy and switch to TOU. Staff supports this change because the fourth block is targeted

at the largest users (those who could do the most with respect to energy conservation).
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1

2

3

4

5

6

The Company is proposing to retain the current discounts for the low-income rate

schedules (E-3 and E-4). In these tough economic times, any increase in rates is difficult,

but this is especially true for those customers that take service under the low-income

schedules. Staff recommends that customers on rate schedules E-3 and E-4 have their

rates remain at current levels, such that the low-income customers who qualify for electric

service under E-3 and E-4 are held harmless from the rate increase. Any revenue shortfall

resulting from this recommendation should be recovered from all overrate schedules, in a

manner similar to how the overall revenue increase is spread. This result would have a

very limited impact on other customers.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

The Company proposes to disaggregate Schedule E-32 (General Service) and E-32 TOU

(General Service TOU) into four new rate schedules and to cancel partial requirement rate

schedules E-32R (General Service - Partial Requirements Service), E-51 (Classified

Service - Partial Requirements Service to Qualified Co-generators greater than 100 kW),

and E-55 (Classified Service - Partial Requirements Service to 3,000 kW or greater). The

General Service rate schedules are being disaggregated into four new service schedules so

as to better price the cost to serve. The partial requirement rate schedules are currently

frozen and the services provided under these rate schedules are now covered by Schedules

E-56 (Classified Service - Partial Requirements Service) and SC-S (Classified Service

Partial Requirements Solar). These proposals are reasonable and consistent with Decision

No. 69663 (June 28, 2007).

22

23 the rate class where the

24

25

The Company proposes to freeze Rate Schedule Solar-2 .-.

Company owns and installs a solar power system when it is uneconomic for the customer

to install a system on its own. The Company is proposing to freeze the rate because it has
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1

2

outlived its usefulness. Staff supports this change because there are options for customers

to purchase solar power systems as opposed to buying them from the Company.

3

4

5

6

7

8

9

10

11

The Company proposes to offer  customers two new options for  purchasing var ious

percentages (10% and 35%) of their  tota l energy needs through solar  power . This

supplements the current options provided by Schedule Solar-3 of 100% and 50%. The

Company also proposes to provide customers with increased flexibility by allowing them

to combine the purchase of power  under  Schedule Solar-3 with Green Power  Block

("GPS-l") and Green Power Percentage ("GPS-2"). The added flexibility of lowering the

purchase requirement levels, and by combining the solar program with other green power

programs, is commendable. Staff recommends the adoption of these changes.

12

13

14

15

The Company proposes to add a new Super Peak TOU rate schedule. The Super Peak

TOU option has a seven hour on-peak period but adds a super peak price for weekday

afternoons from 3 p.m. to 6 p.m. during June, July and August. This option is yet another

means to reduce load during the critical peak period. The Company's existing TOU rate

options have been effective in encouraging customers to move load to off-peak periods.

The Super Peak TOU option, however, incepts the customer to shift load during a few

select hours in the Company's peak months. This Super Peak TOU could prove to be an

even more effective tool than the existing TOU rate schedules.

16

17

18

19

20

21

22

23

24

25

26

The Company also proposes to add a new Critical Peak Pricing ("CPP") program. This is

another positive step to control peak load. It is targeted to customers that can most likely

shed load, it provides an adequate discount to encourage participation, and it is limited in

scope so that it  can be controlled, evaluated, and improved before it  is offered to all

customers. Staff believes that there are two improvements, however, that should be made
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1

2

3

4

to the program. First, to successfully test how customers react to the need for a demand

response, one must have actual data. Staff would therefore change the tariff language to

state that the Company will invoke a minimum of 6 CPP Events and a maximum of 18

CPP Events per calendar year. Second, the Company's proposal to limit participation to

100 is too low given that it is proposing to offer the program to seven different service

classes. Staff recommends that the number of participants be increased to 200.

5

6

7

8

9

10

The Company proposes to modify the Environmental Improvement Surcharge ("ElS") to

reduce regulatory lag. This proposal should be rejected. The Company has presented the

same arguments that it made in the last case, and the Commission has already ruled on the

issue. The Commission set a fixed surcharge amount instead of adopting an adjustor

mechanism.12

13

14

15

16

The Company proposes to modify the Transmission Cost Adjustor ("TCA") to operate as

an automatic rate adjustor whenever FERC modifies the open access transmission rate.

Staff cannot support the proposal.

17

18

19

20

21

The Company seeks to modify Service Schedules 1, 4, 5, 8, 10 and 15 in a number of

respects. These changes are generally minor and mostly provide clarifications to existing

provisions of the schedules. Therefore, Staff would recommend their adoption by the

Commission.

22

23

24

25

26

Finally, Staff discusses the rate design aspects of the Demand Side Management ("DSM")

lost revenue recovery mechanism. As addressed in the supplemental testimony of Staff

witness Ralph Smith, unless APS provides a compelling argument for its adjustment for

lost revenue due to DSM, Staff will reverse APS' adjustment when Staff updates its
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1

2

revenue requirement model at the time of Staff's surrebuttal tiling. Utilities can be

compensated in a variety of ways for performing DSM and this Company already has a

compensation mechanism which was adopted as part of a comprehensive settlement.3

4

5

6

COST OF SERVICE AND REVENUE ALLOCATION

Q, Could you please summarize APS' proposals with respect to its Cost of Service study

and revenue allocation?7

8

9

10

11

12

13

Yes, APS performed an embedded Cost of Service study using the twelve-month period

ending September 30, 2007. (Rumolo Pre-Filed Testimony ("PFT"), page 14). APS did

not perform a detailed marginal Cost of Service study. (Rumolo PFT, page 16). However,

APS used marginal cost concepts to develop seasonal and time-of-use cost differentials.

(Rumolo PFT, page 16). In performing the Cost of Service study, the Company analyzed

costs by function, classified them as to cost causality, and allocated them by jurisdiction

(Federal or State), service class, and rate schedule. (Rumolo PFT, pages 15-19).14

15

16

17

18

19

20

21

22

23

24

25

A.

In the last APS rate case, there was considerable disagreement between the parties about

how to allocate the costs of owning and operating the generating plants and associated

energy. Given that these costs are approximately 70% of total costs, the choice of

allocation method will have a considerable impact on the Cost of Service results. In

Decision No. 69663, the Commission directed APS to use an energy-weighted method to

allocate production demand costs. (Decision No. 69663, page 71). In its Application the

Company used the Average and Excess Demand ("AED") Method, which is a widely

accepted energy allocation method. (Rumolo PFT, page 20). The AED method allocates a

portion of production costs basedon a customer class' peak demand contribution and then

allocates the balance on that class' energy-based or average demand contribution. The
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1 AED method recognizes that production facilities provide both demand and energy related

fict ions.2

3

4

5

6

7

8

9

10

Also in the last APS rate case, it was suggested that an hourly allocation method be used

to allocate fuel and purchased power costs. (Decision No. 69663, page 71). The hourly

energy allocation method examines customer class hourly load shapes and hourly energy

prices to come up with a weighted energy cost. (Rumolo PFT, page 21). For example, a

customer class that uses more of its energy during peak summer hours should be allocated

higher average fuel and energy costs than a customer class whose energy consumption is

more off peak.

11

12 Thus, the Company's Cost of Service study has used a widely accepted methodology to

allocate production costs and has addressed the means to allocate energy costs to service

classes as suggested by parties in the last case.

13

14

15

16

17

18

19

20

Q- What is typically the end result of a Cost of Service study, and how is it used in

developing rates?

21

22

23

24

25

26

A. The end result of perfonning a Cost of Service study is to provide a rate of return for each

customer class and to functionalize, classify, and allocate costs. The rate of return by class

is helpful to determine if a service class is providing too little or too much in revenues.

For example, if the General Service class has a rate of return of 12% and if the overall rate

of return is 10%, then that service class should receive a smaller than average increase in

rates. Dividing a class rate of return by the overall rate of return provides a Rate of Return

Index ("ROR Index"), which is a helpful tool for comparing the rate of return for each

service class with the overall rate of return. In the example above, the General Service

Class would have an ROR index of 1.2 (12%/l0%). While this provides a useful



Service Class Rate of Return ROR Index

Residential 2.85% 0.75

General Service 5.04% 1.33

Water Pumping 6.92% 1.82

Street Lighting -0.03% -0.01

Dusk to Dawn 6.61% 1.74

Total 3.79% 1.00
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1

2

benchmark for analyzing the Company's proposed rate class increases, it is only one factor

the Commission should consider in setting rates.

3

4 Q, What were the results of APS' Cost of Service study?

5

6

7

The results of the Company's Cost of Service study, including the ROR index for each

service class, are presented in the table below:

8

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23

24 Q- What did APS state concerning its application of those results?

25

26

27

28

29

30

31

32

A.

A. Company witness Rumolo states that the Cost of Service study was a major input for

designing the Company's proposed rates.  (Rumolo PFT, page 15). When asked in

discovery to explain how the results of the Cost of Service study were used to allocate

ra tes ,  the Company responded tha t  its  proposed revenue a lloca t ion does not  br ing

customer class rates completely in line with costs, but rather moves in that direction. In its

response, the Company also provided a table that sets forth a comparison between the Cost

of Service revenue deficiency for each rate class and the proposed revenue increase. The

response and table are provided as Exhibit FWR-2 .
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1 Q- What does your analysis indicate?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

A comparison of the results of the Cost of Service study and the Company's proposed

revenue allocation shows that the Company did consider the results of its Cost of Service

study, but only to a small degree. For example, given APS' overall requested increase of

l6.99%, the Cost of Service study indicates that the General Service Class should receive

an ll.6% increase, but the Company recommends that the class receive a 16.74%

increase. For the Residential Service Class, the Cost of Service study indicates that the

class should get a 21.7% increase, but the Company recommends that the class get a

17.27% increase. The disparity between the results of the Cost of Service study and the

recommended revenue allocation does not stop at the service class level but also extends

to individual rate schedules as well. For example, the Cost of Service study indicates that

General Service Rate Schedule E-20 should receive a 54.3% increase, while the Company

is recommending a 20.2% increase. For Residential Rate Schedule E-12, the Cost of

Service study indicates that the class should receive a 9.5% increase, but the Company is

recommending a 16.43% increase. (It should be noted that these differences are not due to

the PSA revenue (fuel) component of the total 16.99% increase requested by APS).

17

18

19

20

21

22

Q- Has the Company indicated that it considered other objectives in its proposed

revenue allocation besides the Cost of Service study results?

23

24

Yes, in its response to Staff data request 22.7, the Company explained that it considered

other objectives in the revenue allocation process include preserving rate stability,

avoiding rate shock for any rate class, reducing, but not eliminating, the return differential

between General ServiCe and Residential Revenue Classes, and preserving consistency

between TOU rates and other rate options.

25

A.

A.



Last COSS Current COSS

Service Class Rate of

Return

ROR

Index

Rate of

Return

ROR

Index

Residential 1.38% 0.53 2.85% 0.75

General Servlce 4.12% 1.59 5.04% 1.33

Water Pumplng 3.72% 1.44 6.92% 1.82

Street Lighting 1.61% 0.62 -0.03% -.01

Dusk to Dawn 5.28% 2.04 6.61% 1.74

Total 2.59% 1.00 3.79% 1.00
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1 Q- Do you agree that other objectives should be considered in the revenue allocation

2

3

4

process?

Yes, reviewing the results of the most recent Cost of Service study is just one of many

considerations to be used when deciding how to allocate revenues. One should also look

5

6

7

at how the Company is proposing to use the Cost of Service Study results, the results of

past studies,  and also changes being proposed in the rate schedule offerings and rate

design.

8

9 Q. Has the Company made progress in moving rates closer to the rate of return index?

10

11

Yes. The table below shows the results of this Cost of Service study and the Cost of

Service study from the last rate case (using the Company's proposed allocation method)1.

12

13

A.

A.

The results of the Cost of Service study from the last APS rate case were taken from Docket No. E-01345A-05-
0812 APS Exhibit No. 70, Rumor Rebuttal, p. 9, and Attachment DJR-IRB)

1
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1

2

3

4

5

6

7

8

9

10

11

12

As can be seen, there has been a considerable shift in the ROR indices for most of the

service classes with considerable movement for the Residential and General Service

Classes. For the Residential Class, the ROR index went from 0.53 to 0.75, which

indicates that its rate of return relative to the overall rate of return has improved sharply.

For the General Service Class, the ROR index has decreased from 1.59 to 1.33, which

indicates movement from a position of overpaying relative to the overall average rate of

return. These changes could be the result of the revenue allocation adopted in the

Company's last rate case or due to changing cost causality. For example, between 2004

(the test year in the last Cost of Service study and 2007, residential sales and revenues

grew by 20% and 45%, respectively. This compares to total Company growth of 14% and

an increase in revenues of 40%. While this growth may not totally explain the

improvement in the ROR Index for the Residential Class, it cannot be denied that

improvement did occur.1 3

1 4

1 5

1 6

Q- Could you please explain the issue of how load shapes should be considered in the

revenue allocation process?

17

18

19

20

Yes. In response to a Staff discovery request, Staff obtained 2007 hourly load data for

each rate scheduler. Based on the load data for the peak day (08/13/2007), Staff then

developed load shapes for the Company as a whole and for each rate schedule. The graph

below shows the load shape for the peak day in 2007. As can be seen, the Company

peaked at 5 p.m. with a very pronounced peak.21

22

A.

2 Responses to Staff 22.6 and 22. 10 which are too voluminous for attachment.
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1

2

3

4

5

Comparing the load profile of individual rate schedules to the Company load profile is

also a useful exercise when one tries to evaluate the effectiveness of the rate design

offerings being made. The two graphs below show the load profiles of the residential

TOU and the residential non-TOU rate schedules.6

7

8
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1

2

3

4

5

6

7

8

As can be seen from the graphs, the non-TOU customers peak when the Company overall

load peaks and do so with an even more pronounced peak than the Total Company. The

TOU customers also have a significant amount of load during the peak period, however,

when one compares the load profile of the TOU customers to the non-TOU customers, it

is clear that the TOU customers have reacted positively to the price signals and have

moved load to the off-peak period.

9

10 As shown on the graphs below, this same reaction to price signals occurs for the General

11 Service customers as evidenced by the load profiles of rate schedules E-34 (Extra Large

12 General Service) and E-35 (Extra Large General Service TOU). The TOU rate schedules

13 have moved a significant amount of load away from the peak period in response to price

14 signals.

15
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1

2

3

4

Q, Are there any other factors that should be considered in the review of the results of

the Cost of Service study and the allocation of revenues?

5

6

7

8

Yes. The change in the rate offerings being made by the Company also needs to be

considered.

Q- What changes is APS proposing and how should they be considered?

9

1 0

11

12

A.

A. Two Residential rate schedules are being eliminated (Rate Schedules E-10 and Ec-l) and

these customers have to elect  another  ra te schedule. The partial requirement rate

schedules E-32R (General Service .- Partial Requirements Service),  E-5l (Classified

Service - Partial Requirements Service to Qualified Cogenerators greater than 100 kW),
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

and E~55 (Classified Service - Partial Requirements Service to 3,000 kW or greater) are

all being cancelled, and these customers will be moved to other rate schedules (E-56 and

SC-S). The "Series 1" TOU rate schedules (ET-1 and ECT-lR) discussed previously are

being frozen, and it is anticipated that these customers will migrate to other rate schedules.

Together, these changes impact rate schedules that currently provide 31% of the

Company's revenues. Customers subscribed to all of these schedules in the test year will

react in some way to the cancellation and/or freezing of the schedules. Given the large

amount of revenue involved, changing customer behavior could have a significant impact

on the results of the Cost of Service study. In addition, the Company is proposing to

disaggregate the E-32 (General Service) and E-32 TOU (General Service TOlD Rate

Schedules into four new rate schedules. The customers under these rate schedules provide

40% of the current revenues. We do not know how these customers will react to the new

rates that they will be paying. In summary, these significant changes in rate offerings

could have a dramatic impact on the results of the Cost of Service study and indicate that

it should not be exclusively relied upon as a means to allocate revenues in this case.

16

17

18

19

20

21

22

Q- What do you recommend?

23

A. After considering all of the factors discussed above, Staff recommends that any increase in

revenues be allocated across the board on an equal percentage basis. AsStaff will discuss

in more detail below, Staff recommends that customers on Rate Schedules E-3 (Energy

Support) and E-4 (Medical Equipment Support Program) receive no increase in rates.

Any resulting revenue shortfall should be recovered from all other rate schedules on an

equal percentage basis. Staff' s proposed revenue allocation is shown on Exhibit FWR-3 .
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1 Q- Were there any exceptions to the recommended revenue allocation that you

recommend besides the E-3 and E-4 rate schedules?2

3

4

5

6

7

8

9

10

11 >

12

No, but there was a refinement. The Company has nine rate schedules that are tied to the

E-32 (General Service) rate schedule. As noted in the testimony of Company Witness

Delizio, the rates were not designed to adhere to strict Cost of Service but are necessarily

tailored to the various rate schedules (Delizio PFT, pages 28-29).  In other words he

designed rates by customer size and voltage level first (Le. by rate differential). Thus, the

ra tes  of the E-32 non-TOU ra tes  a re themselves  t ied together  because of the ra te

differentials between voltage levels. The E-32 TOU rates were similar ly designed.

(Delizio PTF, page 32). As shown on Exhibit FWR-3, the Company's proposed revenue

allocation is different for  the individual rate schedules (e.g. ,  E-32 401 kW ra te

schedules receives a l5.7%, while the increase for E-32 0-20 kW rate schedule receives

13 an 18.7% increase).

14

15

16

17

The interrelationship of rate schedules presents an issue with respect to revenue allocation.

If one applies an equal percentage increase to each rate schedule, the rate differentials

between the voltages and customer sizes change. If one tries to keep the rate differentials

18 between rate schedules, the percentage increase to each rate schedule changes. In my

19 revenue a lloca t ion to the E-32 ra te schedules,  the direct ive by the Commission in

20

21

22

23

24

A.

Decision No. 69443 was to disaggregate into more service classes delineated by size.

Thus,  Staff felt  keeping the ra te different ia l was more impor tant  than keeping the

percentage increase equal between rate schedules within E-32. The easiest way to do that

was to make sure that as a group the E-32 General Service Class was given the same

overall average increase as the Company and maintained rate differentials.
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1

2

RESIDENTIAL RATE SCHEDULES

Q- Would you please give a summary of the existing Residential Rate Schedules that

APS offers?3

4

5

6

In the test year, APS had nine Residential Rate Schedules - four TOU rate schedules

(Schedules ET-l, ECT-IR, ET-2, and ECT-2), one inclining block rate schedule (Schedule

E-12), two rate schedules for special assistance (Schedule E-3 and Schedule E-4), and two

rate schedules (E-10 and Ec-l) that were eliminated by the Commission in Decision No.

69663.

7

8

9

10

11

12

For Schedules E-10 and EC-1, customers were given a one-year transition period, which

expired on July 1, 2008, to select another rate. For rate design purposes, the Company has

assumed that the E-10 customers all chose the E-12 rate and that the Ec-l customers all

chose the ECT-lR rate schedule.13

14

15 Q, What does the Company propose in this case with respect to residential rate

offerings?16

17

18

19

20

21

22

23

The Company proposes to freeze: the "Series l" TOU rate schedules (Rate Schedule ET-

1 and Rate Schedule ECT-IR) so that they will not be available to new customers or to

existing customers who switch service locations.  The "Series 2" TOU rate schedules

(Rate Schedule ET-2 and Rate Schedule ECT-2) will serve as the primary TOU rate

offerings. The Company believes  tha t  the "Ser ies  2" TOU ra tes  provide a  bet ter

opportunity for customers to shift usage to the off-peak hours and, thereby, reduce their

bills. (Delizio PFT, page 26).

24

25

26

A.

A.

The "Series 1" rates, ET-1 and ECT-IR, have a 12-hour on-peak period from 9 a.m. to 9

p.m. weekdays. In July 2006, APS introduced the "Series 2" rates, Schedules ET-2 and
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1

2

3

4

ECT-2, to encourage customers to shift more load to the off-peak period, especially during

the summer months. The "Series 2" rates have a 7-hour on-peak period from noon to 7:00

p.m. weekdays. In addition, the all-energy rate, Schedule ET-2, has a summer on-peak

price that is four times as high as die off-peak price. The Company believes that the

"Series 2" TOU rates, due to the shorter on-peak period (and longer lower price off-peak

periods), provide a better opportunity for customers to shift usage to the off-peak hours

and thereby reduce their bills. (Delizio PFT, page 26).

5

6

7

8

9

10

11

12

13

14

Company Witness Miessner also proposes to add a new Rate Schedule ET-SP. The

proposed rate would be similar to rate ET-2, with a 7-hour on-peak period, but will add a

Super Peak price for weekday afternoons from 3:00 p.1n. to 6:00 p.m. during June, July

and August. The summer off-peak price is discounted to off-set the higher Super Peak

price. The customer has the opportunity to have lower monthly bills by reducing load

during either the on-peak or Super-Peak periods, or both. (Miessner PFT, page 9).

15

16 If APS' proposed residential rate schedules were adopted, APS would have six rate

offerings available to new customers: four standard rate offerings, E-12, ET-2, ECT-2 and

ET-SP, and two low-income programs, E-3 and E-4.

17

18

19

20 Q. Please summarize other significant rate design issues being proposed.

21

22

23

24

25

A. In addition to the introduction of the Super Peak TOU rate, there are several other rate

design changes being proposed by the Company. The Company is proposing a fourth

block for E-12. This higher priced block rate is for customer consumption greater than

3,000 kph per month. As explained by Company witness Delizio, the intent of this new

block is to encourage energy conservation for the Company's largest residential users. The
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1 change would also provide an additional price incentive for such customers to switch to a

TOU rate. (Delizio PFT, page 3).2

3

4 The Company also proposes to continue the discounts to the low-income rate schedules,

E-3 and E-4.5

6

7

8

9

10

11

12

The only other significant proposed rate design changes proposed are increases to the

bundled Basic Service Charges for all Residential Rate Schedules between about 2¢ to

about 9¢/day to better reflect the fixed costs associated with customer connection to APS'

system. The increase of 2 ¢/day applies to all but the E-12 Rate Schedule and results in a

3.8% increase in the Basic Service Charge. The increase of 9 ¢/day for the E-12 Rate

Schedule results in a 36% increase in the charge.

Q- Please comment on the Company's proposed changes to the rate schedules.

13

14

15

16

17

18

The majority of the proposed changes are reasonable and should be approved. The

19

20

21

Company's proposed fourth block to E-12 and the new TOU rate offerings are a good step

forward in providing customers with appropriate price signals. Although the current

"Series 1" TOU rates have been somewhat effective in encouraging customers to shift to

the off-peak period, the on-peak period for this series is excessively long. As evidenced

by the graphs below, load research shows that rate structure for the "Series 2" TOU is

more effective in encouraging customers to shift load away from the time of system peak.

Thus, on a going forward basis, the "Series 2" TOU rates are the better choice.22

23

A.
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1

2

3

4

5

6

7

Some changes proposed by the Company, however, do not go far enough. TOU rates and

inclining block rates do not need to be separate offerings. In the recent Tucson Electric

Power Case (Docket No. E-01933A-07-0402), the parties agreed to TOU rate offerings

that also had inclining block rates. APS should be directed to file an inclining block rate

schedule for all of its Residential TOU rate schedules.8

9

10

11

In addition the Company is proposing to retain the current discounts for the low-income

rate schedules (E-3 and E-4). In these tough economic times, any increase in rates is
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1

2

3

difficult, but this is especially true for those customers that take service under these

schedules. However, Staff recommends that all low-income customers retain their current

rates. In addition, Staff recommends that the PSA continue to not apply to low-income

4 customers.

5

6

7

8

9

10

11

The 36% increase in the E-12 Basic Service Charge proposed by APS should be rejected.

While the proposed rate of $0.343 per day is less than the cost-based rate of approximately

$0.50 per day, the rate impact is unacceptable, especially under Staffs proposed revenue

increase. Staff proposes that the increase in the Basic Service Charge be limited to no

more than twice the overall average increase (in this case, 19.42% for a basic service

charge of $0.302 per day).

12

13

14

15

16

GENERAL SERVICE RATE SCHEDULES

Q, Would you please discuss the significant rate design changes that APS is proposing

for the General Service Rate Schedules?

17

18

19

20

21

22

23

24

25

26

A. Yes. First, as an outcome of the Company's last rate case and as directed in Decision No.

69663, the Company is proposing to disaggregate rate schedule E-32 into several new rate

schedules based on customer size. The Company proposes to replace the two size

categories (Tier l (0-20 kw) and Tier 2 (greater than 20 kW)) with four sizes categories

(E-32 XS (0-20 kW); E-32 S (21-100 kW); E-32 M (lOl-400 kW), and E-32 L (greater

than 400 kW)). The proposed rate structure for E-32 XS would be similar to the current

E-32 Tier 2 rate. The proposed rate structure for E-32 S, E-32 M, and E-32 L would be

similar to the current E-32 greater than 20 kW rate. The Company believes that this

modification will provide rates that are better tailored to the customers in these size

categories, and will result in revenues that are more aligned with costs (Delizio PPT, page

28). This is a reasonable change. With increasing usage, the service size and voltage
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1 Accordingly,  customer  size is  one good indicator  of

2

level generally also increase.

different usage characteristics and cost to serve.

3

4

5

6

7

8

9

10

11

12

13

Second, the Company currently offers several time-of-use rates for General Service and

Water Pumping customers (Rate Schedule E-32 and Rate Schedule E-35). As explained

by Company witness Delizio, the Company is proposing to disaggregate rate schedule

E-32 TOU into several new rate schedules based on the same customer size categories

proposed for Rate Schedule E-32. The current rate schedule E-32 TOU is separated into

two size categories: Tier l (0-20 kw) and Tier 2 (greater than 20 kW). The proposed rate

schedules will be divided into four size categories: E-32 TOU XS (0-20 kW), E-32 TOU

S (21-100 kW); E-32 TOU M (101-400 kW); and E-32 TOU L (greater than 400 kW).

T he four  new gener a l  ser vice T OU r a t e schedules  wer e des igned with the sa me

methodology and with the same objectives as previously described for E-32. (Delizio PTF,

page 31). As shown above, customers react positively to TOU rates. Tailoring the rate

offerings to better suit both size and cost to serve should result in even more positive

behavior.

14

15

16

17

18

19

20

21

22

23

24

25

26

Third, Rate Schedules E-34 and E-35 are the rate schedules that are applicable to APS'

largest customers. As described in the testimony of Company witness Delizio, the Basic

Service Charge for both rate schedules has been increased to better reflect the Cost of

Service, and language was added to the rate schedules to broaden the application of the

demand charge discount for Military Base customers taking primary service and served

from a dedicated distribution feeder. (Delizio PFT, page 32). The Company states that

this change should result in both Luke Air Force Base and the Yuma Marine Corps Air

Station being served on the same footing with regard to their electric service. Discounts

for  dedica ted services  help customers  avoid paying for  the ca r rying costs  for  a ll
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1

2

distribution feeders on the system. This change is fair to both the Company and customers

and should be accepted.

3

4 Fourth, given that these customers may at some point take direct access, the Company

added a provision to the E-34 and E-35 rate schedules to require the customer to

compensate the Company for the costs of additional third-party transmission service that

is required solely to provide service to a specific customer or customers. (Delizio PFT,

page 33). This provision only applies in those instances where the arrangements can be

directly attributable to a specific customer or customers. Passing direct costs on to those

customers, who elect to take service from others, minimizes the risk of cross

subsidization.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

CANCELLING PARTIAL REQUIREMENTS RATE SCHEDULES

Q, Why is the Company proposing to cancel Partial Requirement Rate Schedules

E32-R,E-51,andE-55?

19

20

21

22

23

24

25

A. The Company proposes that the existing Partial Requirement Rate Schedules, E-32R, E-51

and E-55, which are currently frozen, be cancelled. (Delizio PFT, page 30). This was an

issue in the last APS rate case. In Decision No. 69663, the Commission adopted the

Company's request to freeze Partial Requirement Rate Schedules E-32R, E-5l, and E-55

and to cancel the rate schedules in this case. Company witness Delizio states that the

services provided under these rate schedules are now covered by Schedules E-56 and SC-

S. Mr, Delizio states that there are a total of four customers served under these rate

schedules (two on E-32R, one on Schedule E-51, and one in Schedule E-55). The

Company believes that these customers can migrate to Schedule E-56 and Schedule SC-S

with minimal (if any) adverse impact on their bill.
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Q. Do you agree with these Company-proposed changes?

2 Yes. As the number of customers is small, the current classes are frozen, and there are

3

4

other rate schedules available to service them, the Company's proposal to consolidate the

number of rate offerings is reasonable.

5

6

7

8

9

10

SOLAR POWER AND GREEN POWER MODIFICATIONS

Q. How does the Company propose to modify its Solar Power offerings?

11

12

13

14

15

16

17

18

19

20

A. The Company proposes to freeze the Solar-2 rate to customers currently sewed under its

provisions. (Delizio PFT, page 34). Under Solar-2, the Company offers power generated

by Company-owned and maintained solar electric systems for customers who cannot be

economically connected by extension of the Company's distribution system. The systems

typically will include a photovoltaic module array, the module array mounting structure,

the control structure, the control equipment, any necessary wiring, batteries, and any other

equipment necessary to provide service that meets all applicable building and safety codes

at a mutually agreed upon point of delivery. The Company owns, maintains, and makes

necessary repairs to the solar electric system. In his testimony, Company witness Delizio

states the belief that Solar-2 is no longer necessary since customers may be eligible to

participate in APS' Solar Partners Initiative Program and may be eligible for federal and

state tax incentives not currently available to utilities. (Delizio PFT, page 34). There are

currently only two customers served on Solar-2.

21

22

23

24

25

26

A.

In an effort to encourage greater customer participation in solar power, the Company also

proposes changes to Solar-3. Solar-3 is a  pilot program, and service under the rate

schedule provides all or a portion of the customer's service from solar electric generating

systems producing AC electricity and delivered via APS' electric power grid. Customers

pay the Company the cost of purchasing the solar power and are credited the avoided cost
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1

2

3

4

value of the energy. In short, a premium is paid for taking solar power, but customers

volunteer for the program in order to promote the technology. Currently, customers taking

service under this rate schedule must have at least 50% or 100% of their energy supply

provided from solar power. In addition, customers taking service under this rate schedule

currently cannot combine it with other solar or green power options.5

6

7

8

9

10

11

12

13

14

15

In this case, the Company is proposing two new subscription options: 10% and 35% with

respect to the amount of the customer's power coming from solar power. These two new

subscription options supplement the current 100% and 50% options. (Delizio PFT, page

34). The Company hopes that these additional choices will increase customer

participation in solar power. (Delizio PFT, page 35). In addition, the Company has

upgraded its billing system capability so that it can now offer customers the option to

supplement energy usage by combining Solar-3 with either Green Power Service Schedule

(GPS-1 or GPS-2). The Company states that this ability to "mix and match" will

hopefully increase participation in all three rate schedules.

16

17 Q- Do you agree with these Company-proposed changes?

18 Yes. Staff supports the change to freeze Solar-2 because there are now many more

19 options for customers to purchase solar power systems as opposed to buying them from

20 the Company. Staff also supports the new subscription options for Solar-3. The added

21 flexibility of lowering the purchase requirement levels and combining the solar program

22

A.

with other green power programs is commendable and should be supported.
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1 DEMAND RESPONSE PROGRAMS

2 Q- Please comment on the Company's Demand Response Pricing Program Proposals.

3

4

5

6

7

8

9

10

11

12

13

14

15

Demand Response Programs are designed to provide incentives to customers to reduce

their load. The need to reduce load may be the result of high prices, market conditions, or

threats to system reliability. Demand Response can result in immediate savings of

variable supply costs, and can displace the need to build additional transmission or

generation capacity. Demand Response programs can be pricing programs, where the

customer faces high prices during critical periods in exchange for lower prices during

other time periods, or quantity programs, where the customer agrees to curtail load during

critical periods. APS states that Time-of-Use rates and Critical Peak Pricing are two

examples of Demand Response Programs. In Decision No. 69663, the Commission

ordered the Company to conduct a study on demand response and to submit one or more

programs based upon that study. (Decision No. 69663, page 154). The Commission also

ordered the Company to consider a Critical Peak Pricing ("CPP") Program and offer it in

its next rate tiling. (Decision No. 69663, page 145).

16

17

18

19

20

Company Witness Miessner  presents the Company's posit ion on Demand Response

Pricing Programs, which include Time-Of-Use Rates ("TOU"), Critical Peak Pricing

("CPP"), Real Time Pricing ("RTP"), and other concepts. Mr. Miessner also presents the

research that the Company is conducting to formulate a Demand Response Strategy.

21

22

23 •

24

25

A.

Based on this research, APS has concluded the following:

Several Demand Response options, including TOU, CPP, and RTP, have

resulted in moderate to high levels of load reduction during summer peak

periods, depending on the particular utility's customer profile.
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1

2

•

3

4 •

5

6

•7

8

9

10 •

11

12

13 •

14

15

TOU is available for  more summer hours,  compared to CPP, which may

provide more consistent load reduction over time and have a greater impact

on reducing capacity costs.

TOU rates are likely to have a higher customer acceptance compared with

CPP and RTP for residential customers and are typically less expensive to

implement and operate compared with CPP and RTP.

CPP programs are "dispatchable" and could provide load response during the

most critical hours. However ,  CPP  ma y a ppea l  to a  select  gr oup  of

customers that have the ability to reduce their usage on short notice.

RTP programs are better targeted to commercial and industrial customers

who can manage their usage to reduce the risks of being billed according to

hourly energy prices.

RTP programs are better  suited for  utilit ies with highly variable hourly

energy pr ices  and can have s ignif icant  implementa t ion cos ts ,  but  a re

generally less effective in reducing peak load than either  CPP or  TOU.

(Miessner PFT, page 7).16

17

18

19

20

21

22

23

24

Based on these conclusions, APS is recommending a new residential TOU rate, which

provides higher peak price signals during the highest summer peak hours. (Miessner PFT,

page 8). The Company is also recommending that a CPP program be offered to General

Service customers. The program will tes t  the potent ia l load reduct ion,  customer

acceptance, and implementation cost issues. The Company is not recommending a RTP

program at this time because it does not believe that this option is likely to be as beneficial

to APS and its customers compared to other Demand Response Pricing options.
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1 Super Peak TOU Pricing

Q. Please summarize the proposed Residential TOU Rate with the Super Peak Price.2

3

4

5

6

7

8

9

10

11

A. As explained by Company witness Miessner, the Company is proposing a new residential

TOU rate with a Super Peak Price. The rate will be similar to rate ET-2, with a 7-hour on-

peak period, but will add a Super Peak Price for weekday afternoons from 3:00 p.m. to

6:00 p.m. during June, July and August. The price for the Super Peak period is raised to

$0.4895 per kph from the normal price of $02349 per kph. The summer off-peak price

will be discounted more than the off-peak price for the ET-2 rate in order to off-set the

higher Super Peak Price and to give customers the opportunity to lower monthly bills by

reducing load during either the on-peak and/or Super-Peak Period. (Miessner PFT, page

9).

12

13

14

15

16

Q, Is the Company's proposal reasonable?

17

18

19

20

21

22

23

24

Yes, the Company's proposal to add a new Super Peak TOU option is yet another means

by which to alleviate load during the critical peak period. As discussed before, the

Company's existing TOU rate options have been effective in encouraging customers to

move load to off-peak periods. The Super Peak TOU option, which concentrates the

financial incentive in a select few hours during the peak months, could prove an even

more effective tool. The off-peak price for the Super Peak rate is proposed to be $0.467 l

per kph as compared to the APS-proposed ET-2 off-peak rate of $0.05888 per kph.

Thus, for customers that can move load from the Super Peak period, the savings in the off-

peak period would amount to a 20% savings which is significant and should act to incept

customers to take action to shift load to the off-peak period. If successful, this type of

program could be expanded to other TOU options in future rate cases.

25

A.
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Q-

Critical Peak Pricing

Could you please summarize the Company's proposed Critical Peak Pricing ("CPP")

Program?

A. To incept customers to reduce load during summer business hours, the Company is

proposing a CPP program for General Service Customers, which the Company believes is

the best group to target for CPP. The Company believes that this option should be limited

at this time to 100 participants for a two-year trial period. The rate would be available to

medium, large, and extra large General Service and Water Pumping customers served on

rate schedules E-32 M, E-32 L, E-32TOU M, E-32TOU L, E-34, E-35 and E-221.

Eligible customers must be capable of reducing usage during critical periods by a

minimum of 200 kW and have interval metering.

How would the customers be charged under the rate?Q-

A.

Event",

This rate schedule would provide a high price for critical hours, as determined by the

Company, with one day advance notice. The customer would be charged an additional

critical peak price of $0.40 per kph for consumption during each hour of a "Critical

but would be compensated through a discount based on die customer's monthly

kph consumption. As shown on Attachment CAM-2 to Mr. Miessner's testimony, the

discounts range from approximately $00128 per kph to $0.149 per kph, depending on

the present rate schedule.

the Eli1 th

The CPP price and the discount are designed to be revenue neutral for each of the eligible

rate classes described above. A customer would have the opportunity to reduce its bills if

it reduces usage during the critical hours because the customer would avoid paying the

. r t alll n 1

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

'WI
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1 Q- What is a "Critical Event" under APS' proposal?

2

3

4

5

6

7

8

9

A "Critical Event" may be invoked by the Company for the period from 2 p.m. to 7 p.m.,

weekdays during June through September, excluding designated holidays. Each "Critical

Event" will last the entire 2 p.m. to 7 p.m. period. The critical hours would be limited to

90 hours per year, 5 hours per day, and 18 days per year. A "Critical Event" could be

called for any weekday, June through September. The proposed tariff states that a

'Critical Event" could be triggered by severe weather, high load, high wholesale prices, or

a major generation or transmission outage as determined by the Company. Customers

would be notified of a critical event in advance by 4:00 p.m. the day before by a phone

10 message and/or e-mail.

11

12 Q- Why is the Company proposing restrictions on the program?

13

14

The Company believes that an initial restriction in participation is reasonable given that

the program is new to APS and that there has been little or no experience with CPP

15 programs implemented on a large scale basis. In addition there are uncertainties in

16

17

18

program success because we do not know the amount of the typical bill savings and the

persistence of the customer's load response over time. If successful, the program could be

expanded and/or modified.

19

20 Q- Should the Company's proposed CPP program be adopted subject to certain

21 modifications?

22

23

24

25

A.

A.

A. Yes. The Company's proposal to add a new CPP program is a positive step in helping to

control peak load. It is targeted to customers that can most likely shed load, it provides an

adequate discount to encourage participation (an approximate 22% savings in energy

charges), and it is limited in scope so that it can be controlled, evaluated, and improved
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1 before it is offered to all customers. However, Staff does believe there are two

improvements to this offering that should be implemented.2

3

4

5

6

7

8

9

10

First, since this is a pilot program, it should be structured so that one can learn as much as

possible from it. As proposed, the definition of a "Critical Event" is very open ended, and

it is possible that no "Critical Events" would occur while the program is in place. As

such, the Company, Commission and customers would lead nothing. To successfully test

how customers react to the need for a demand response, one must have actual data. As

such, Staff would change the tariff language to state that the Company will invoke a

minimum of 6 CPP Events and a maximum of 18 CPP Events per calendar year.

11

12

13

14

Second, as the Company is proposing to offer CPP to seven different service classes, Staff

is concerned that limiting the number of participants to 100 may result in sample sizes that

are too small to evaluate. Staff recommends that the number of participants be increased

to 200.15

16

Q, Have you prepared tables showing Staff's proposed rate design and typical bills.1 7

1 8

1 9

2 0

2 1

2 2

Staff will file schedules containing comparisons of present and proposed rates and typical

bills by January 16, 2009.

Q-

O T H E R  R A T E  M O D I F I C A T I O N S

Please describe the Company's proposed changes to the current Environmental

23 Improvement Surcharge.

24

25

26

A.

A. APS states that the Commission has a real commitment to protecting Arizona's

environment, and through its past decisions, the Commission has demonstrated that

environmental protection is a compelling public interest. And the Company further states
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1

2

3

4

that the use of surcharges is appropriate in order to establish programs that support

environmental protection. APS goes on to state that the Environmental Improvement

Surcharge ("ElS") currently collects only $4.3 million per year (roughly $2.6 million alter

tax), and the funds are accounted for as Contributions in Aid of Construction ("CIAC").

APS notes that the projected capital environmental improvement costs for the Cholla

Generating Station alone are more than $332 million through 2012. Thus, APS argues

that the current ElS does not recover any significant portion of these costs.

5

6

7

8

9

10

11

12

APS believes that it is appropriate to expand and expedite the recovery of such

environmental costs. APS recommends that the Commission modify the ElS by allowing

for a return on investment and a recovery of expenses rather than treating the amounts

collected through the ElS surcharge as CIAC. APS indicates that this modification will

reduce the up-front dollar rate impact on customers of such environmental improvements.13

14

15

16

17

18

19

20

The Company proposes to implement an adjustor mechanism that would allow the

Company to modify the ElS charge on an annual basis as needed to recover actual costs of

environmental improvement projects. APS estimates that, if the ElS were to be updated at

this time, it would be $0.000179/kWh or only slightly above the current value of

$0.000l6/kWh. APS does not propose a change to the current ElS and would recover

these additional ElS costs in the 2010 ElS filing.

21

22 Q- Should the Company's proposed changes to the current ElS be adopted?

23 A

24

25

26

Not as proposed by APS. The Company's position in this case has not changed from its

position in the Company's last general rate case. At that time, both RUCO and Staff

objected to the implementation of a similar APS proposal for a myriad of reasons. In

Decision No. 69663, the Commission stated that APS should be proactive, rather than
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1

2

3

4 The Commission found,

5

6

reactive, on issues of environmental improvement. The Commission expressly recognized

APS' arguments that the cost of mandated improvements may increase once those

improvements become mandatory, and that implementing the improvements earlier may

be less costly and also bring environmental benefits sooner.

however, that the method by which APS proposed to seek recovery of those costs was

unusual and outside of the normal ratemaking process. Ultimately, the Commission

adopted an ElS surcharge set at $.00016 per kph and further directed that the level of the

ElS shall remain in effect until further order by the Commission.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

The arguments made by APS in this case are essentially the same as those made in the last

case. APS cites the magnitude of the dollars at issue as a reason for changing the ElS

surcharge, to an automatic adjustor mechanism. The dollar value of the environmental

improvements to the Cholla plant presented by the Company in this case is $332 million.

This compares to an amount cited by APS in the prior case of $243 million. But the

magnitude of dollars involved is hardly reason enough to justify such a significant

departure from the nonna ratemadring process. The use of an automatic adjustor

mechanism bypasses the normal checks and balances that are part of the regulatory

process in a utility base rate case. The trend of ever-expanding automatic adjustment

mechanisms has been of concern to the Commission. Moreover, of particular concern to

the Commission in APS' last rate case, was the fact that the adjustor mechanism would

include forecasted costs as well. No new arguments have been made by APS in the current

case and a compelling need for dramatically changing the nature of the ElS, as proposed

by APS, has not been demonstrated. Consequently, Staff recommends that APS' proposed

modifications to the ElS Surcharge be rejected.
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1 TRANSMISSION COST ADJUSTMENT

2 Q- Please describe the Company's proposal with

Adjustment (¢¢TCAas)_

respect to the Transmission Cost

3

4 A. As explained by Company witness Rumor, the Company proposes that the Federal

Energy Regulatory Commission ("FERC") regulated charges be removed from base rates

and directly charged to customers through a separate transmission rate schedule, TcA-l.

(Rumolo PFT, page 23).

5

6

7

8

9

1 0

Q- Does APS currently have a TCA?

11

12

13

14

15

Yes. The current TCA was established as part of a settlement in Docket No. E-01345A-

03-0437. Per the terms of the settlement in that case, the TCA was established in order to

ensure that any potential direct access customers will pay the same for transmission as

standard offer customers. The TCA was limited to recovery of costs associated with

changes in the Company's open access transmission tariff ("OATT") or equivalent tariff.

The TCA does not take effect until the transmission component of retail rates exceeds the

base of $0.000476 per kph by live percent. When this trigger amount is reached, the

Company may file for Commission approval of a TCA rate. Decision No. 69663 required

the Company to restructure its retail rates so that the transmission component of the rates

reflected the then current OATT charges.

16

17

18

19

20

21

22

Q- How does the Company propose to change the TCA?

23

24

25

26

A.

A. The Company's proposals with respect to the TCA and TCA-1 would directly incorporate

by reference the Company's then-effective transmission rates, and the TCA would reflect

the transmission cost found in base rates today, plus any increased charges in the future.

(Rumolo PFT, page 23). When the FERC-regulated transmission rates are changed, APS

would re-file the retail transmission rate schedule TCA-1 with the new charges.
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1 Q- Do you agree with the proposed change?

2

3

4

5

6

7

8

9

10

11

12

13

14

No. The proposal to modify the TCA is unnecessary. The current TCA provides the

Company the ability to recover its costs. The Company merely needs to file for a change

and request Commission approval. The mechanism proposed by the Company would

allow the Company to pass through increases to customers without the need for

Commission approval. Continued Commission oversight is important. The Commission

may elect to not raise rates and simply defer the charge for later recovery. The

Commission may want to defer the change for a variety of reasons. Further, automatic

adjustment clauses are generally disliked by customers. Automatic adjustment clauses

eliminate risk to the utility and reduce the Company's incentive to control costs. Thus,

they should only be established with good cause, and no demonstration of that has been

made here. The current TCA achieves the correct balance between the needs of the

Company and those of the customer, and should not be modified as requested by the

Company.

15

16 OTHER TARIFF MODIFICATIONS

Q, Are there other rate modifications being proposed by the Company?17

18

19

20

21

22

A. Yes. The Company has modified EPR-2 purchase rates to reflect updated avoided cost

numbers. The purchase rates have been further refined by defined on-peak/oflfl-peak

periods, season, and level of firmness. The on-peak/off-peak purchase price has been

segregated by TOU periods of 9 a.m.-9 p.m., noon-7 p.m., and 11 a.m.-9 p.m. on

weekdays.

23

24

25

26

A.

The Company also seeks to modify Service Schedules 1, 4, 5, 8, 10 and 15 in a number of

respects. These changes clarify existing provisions of the Schedules or make changes to

reflect today's business environment. For example, APS is proposing additional language
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1

2

3

4

5

6

to Section 2.7.6 of Schedule 1 to provide for a security deposit not to exceed "the higher

amount of either: one (1) times the custolner's maximum monthly bill, or two (2) times

the customer 's average monthly bill as estimated by Company for  the services being

provided by Company." This replaces language that limited the deposit to two times the

average monthly bill. APS acknowledges that it seeks a variance from a Commission rule

enacted many years ago, but argues the rule likely reflected a time when peak monthly

bills were closer to the average monthly bill than is presently the case.7

8

9

10

Q. Do you agree with those APS-proposed changes?

Yes. This seems reasonable to change the rules to reflect conditions that exist today.

11

12

13

14

Demand Side Management Recovery Mechanism

Q. What is Staffs position concerning Demand Side Management recovery

mechanisms?

15

16

17

18

19

20

21

22

23

24

25

In my direct  tes t imony Sta ff  commented on the reasonableness  of  the Company's

proposed changes to the Demand Side Management ("DSM") adjustor mechanism. In

addition, Staff witness Ralph Smith testified that the impacts of Staffs recommendations

on the recovery mechanism for  DSM rela ted costs are not  yet  known and would be

addressed in Staff's rate design testimony filing (Smith PFT, page ll). In Staff witness

Smith's accompanying supplemental testimony, he discusses an APS operating income

adjustment related to Demand Side Management and estimated future net revenue losses

that APS attr ibutes to DSM. My testimony relates to the policy aspects of the DSM

recovery mechanisms and descr ibes how APS is  compensated for  performing DSM

through a performance incentive mechanism that is designed to reward APS only when its

DSM programs are successful and result in energy or demand savings.

26

A.

A.
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1 Staff strongly supports steps to encourage energy conservation and that goes to DSM

2 programs as well. That said, however, the DSM lost revenue cost recovery mechanism

3 covers a wide spectrum of possibilities. At one extreme is complete, or full, revenue

4 decoupling mechanism where the utility is protected from any variations from projected

5 revenue forecasts between rate cases regardless of the reason. At the other end of the

6 spectrum is where a utility is ordered to implement energy conservation measures to avoid

7 building, or buying, generation resources and no compensation is given. APS' current

8 DSM programs include a performance incentive mechanism that rewards the Company

9 only when its DSM programs are successful and result in energy or demand savings.

10 Thus, APS' current program strikes the right balance. Additionally, Decision No. 67744

11 in a previous APS case adopted a Settlement Agreement that provided for a DSM

12 performance incentive. As noted by the Commission in Decision No. 69663, under that

13 Settlement Agreement, APS was not allowed to recover net lost revenues.

14

15 In this case, with its DSM income adjustment, the Company is attempting to recover

16 estimated future net lost revenues that APS attributes to DSM. One must remember that

17 every time rates are re-set, the Company is made whole for their so called lost revenues.

18 As Staff noted in my initial testimony the current DSM adjustor mechanism gives APS

19 10% of program expenditures each year. Recovery of estimated future lost revenues anda

20 performance incentive mechanism are two different and mutually exclusive means to

21 compensate the utility for performing DSM. The Company has agreed to a perfonnance

22 incentive as part of a settlement that balanced the interests of all patties. Thus, the utility
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1 is already compensated for performing DSM. Accordingly, APS' request for recovery of

2 estimated future net lost revenues attributed to DSM should be rejected.

3

4 Q- Does this conclude your rate design testimony?

5

6

A. Yes, it does, except that Staff will file schedules containing comparisons of present and

proposed rates and typical bills by January 16, 2009.
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ARIZONA CORPORATION COMMISSION
STAFF'S TWENTY-SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

NOVEMBER 14, 2008

Staff22.7 RE: Delizio Testimony pages 15-16, are there any specific workpapers
that tie the results of the cost of service study to the revenue allocation? If
so, please provide them. If not, for each service class and each rate
schedule (e.g. E-32, 21-100 kw) please provide an explanation of how the
results of the cost of service sandy are used in your recommended revenue
allocation.

Response : Yes. The attached table provides a comparison between cost of service
revenue deficiency for each rate class and the proposed revenue increase.
The cost of service provides a guide for revenue allocation - lower
performing rates in terms of revenue deficiency or rate of return received a
relatively higher proposed increase and visa versa. However, the proposed
increases are not designed to return each rate class to cost parity, but rather
to move in that direction. Other objectives considered in the revenue
allocation process include, for example, (1) preserving rate stability and
avoiding rate shock for any rate class, (2) reducing, but not eliminating,
the return differential between general service and residential revenue
classes, and (3) preserving consistency between time-of-use rates and
other rate options. The attachment is provided in Excel format as
APS l3779 I

Witness: Gregory DeLizio
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